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A Few Macro Concepts 

Many students in MGT. 205A have taken a macroeconomics course previously. For 
those who have not, or those whose memories of macro are fuzzy, here are a few 
macro concepts we will use in class. 

Inflation : A general rise in prices (as opposed to a rise in the price of a 
particular good). "Deflation" is the opposite: a general fall in prices. Long- 
term expectations of inflation are thought to raise long-term interest rates. 
This is because nominal assets for which someone might borrow will tend to 
increase in nominal value, thus creating more demand for them and bidding up 
the cost of borrowing. In addition, it is often said that lenders will 
"require" a premium in interest to compensate them for the loss in real value 
of their principal. 

Periods in which official price indexes have actually fallen have been rare in 
most countries since the end of World War II although they have occurred for 
brief intervals. Hence, sometimes the word "deflation" is mistakenly used to 
mean "dis-inf lation", i.e., a slowdown in the inflation rate rather than 
falling prices. In the U.S., the most commonly-cited index of prices is the 
Consumer Price Index (CPI) which is issued monthly. Most countries have rough 
equivalents of the CPI . 

Monetary-' -ipal icy : Sometimes in this course, we will view monetary policy as 
official control of the supply of money. Sometimes, we will use it to mean 
control of interest rates*. In the short run, expansion of the money supply is 
usually thought to lower short-term interest rates. So the two approaches are 
thereby linked. Often, policies to expand the money supply rapidly (or lower 
interest rates) are called "loose money" policies. Policies to slow down the 
rate of money growth (or even shrink it) or to raise interest rates are called 
"tight money." 

In a later section, we will give examples in terms of expanding and 
contracting money supplies. But keep in mind that in a growing economy, a slow 
rate of money growth may have tight, anti-inflationary consequences. 

Central bank : These are quasi-governmental institutions such as the American 
Federal Reserve System, the Bank of England, Bank of Japan, the European 
Central Bank (for the euro-zone), etc., which control the money supply in 
industrialized countries through open market operations. In the U.S., for 
example, the Federal Reserve can expand the money supply by buying Treasury 
securities from the public. As a result of the purchase, the private sector 
has more money (and fewer Treasury securities) . Open market sales of Treasury 
securities by the Fed have the reverse effect; the public ends up with less 
money and more securities. 

Expansion of the money supply, especially when the economy is close to full 
employment can cause inflation. You can think of the public having a demand 
for money, say, for transactions purposes. If more money is pumped into the 
system, the public will "get rid" of the excess by spending more directly on 
goods and services or by buying securities. If the demand for securities is 
increased, their price will rise, i.e., yields (interest rates) will fall, 
creating more incentives for investment in plant and equipment and other 
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durables. All of this extra demand for consumer or investment goods win tend 
to bid up their prices (inflation) , thus reducing the real money supply 
(nominal money divided by a general price index) Until there is no further 
excess demand for money. 

the simple "quantity theory of money", assuming full employment, prices (P) 
rise proportionately to the money supply (M) . Given a real volume of 
transactions, the public will have a real value of demand for money (M/ ?)• j, If 
we increase M by 10%, there is an excess supply of money until prices have 
been bid up by 10%, thus restoring the M/P ratio. If we allow departures from 
full employment, and take account of the seeming downward rigidity of overall 
price indexes and wages, tight money in the quantity theory may show up as a 
reduction iff real economic activity (recession) rather than deflation^- (feven 
attempts at dis-inf lation may lead to a rise in unemployment for a time. 

There is nq- necessity for government spending and monetary policy to be 
linked. However, particularly in less-developed countries where capital 
markets are very thin., monetary expansion may take the form of central bank 
lending directly to the government. And central banks may not have autonomy 
and thus may be forced to fund government spending. In such cases, expanding 
govt, budget deficits may lead to expansion of the money supply and, hence, 
inflation. But where central banks have autonomy, they may not automatically 
finance government spending by monetary expansion*, Govt, in such, cases must 
borrow from the capital markets. Thus, there can be periods of "loose" fiscal 
policy (see below) and tight money. 

Note: The above discussion does not provide a definition of "money." 
Empirically, various definitions are used. For purposes of MGT . 205A, it is 
not necessary for us to concern ourselves with, this aspect of monetary 
economics . 

National income accounts : National income accounting was developed in the 
1920s and 1930s to measure aggregate (macro) economic activity. Measures such 
as Gross Domestic Product (GDP) and Gross National Product (GNP) are developed 
from the national income accounts. Most major countries keep such accounts. 

The total national product of goods and services for final purchasers is 
typically broken down into consumption* investment (including investment or 
disinvestment in inventories), government spending, and net exports (exports 
minus imports) . A key accounting identity is that total product = total income, 
since the value of goods and services is ultimately decomposable into payments 
to factors of production (wages and benefits to labor; profits and interest to 
capital) . However, since some of the goods and services sold domestically are 
either imports or have imported content, some factor payments effectively are 
going abroad and are not received by domestic residents. For that reason, we 
have to subtract imports from the sum of consumption, investment, government 
spending, and exports to preserve the identity. 

la the tf.S., the national accounts are published quarterly in the Survey of 
Current Business (and in various press releases) . For purposes of MGT. 205A we 
do not have to worry about the further details of national accounting. 
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i.e., the distinctions between OK? , OD?, Rational income, etc. However, the 
various tables published in the Survey of Current Business provide further 
details on -She precise definitions . ;f§§re net export part of the national 
accounts is closely linked to the balance of payments accounts which are 
discussed later. 

Theories of economic fluctuations: Modern macroeconomics has various competing 
theories of the causes of economic fluctuations (business cycles) and 
unemployment. There are old Keynesians, new Keynesians, monetarists, real 
business cycle theorists, etc. For purposes of MGT . 205A, we will provide a 
model which mirrors the assumptions typically built into large-scale economic 
forecasting models. This will be discussed in a later section. 

Fiscal policy : Refers to govt, policies of spending and taxation. Increases in 
spending and decreases in taxes are generally viewed as stimulative (a loose 
fiscal policy) . Decreases in spending and increased taxes are generally viewed 
as contractionary (a tight fiscal policy) . Usually, we think of central 
governments as having fiscal policies aimed at macroeconomic effects, e.g., 
the American federal govt. In contrast, local govts, often act as do other 
private consumers, adjusting their spending to income (from taxes) available. 
Sjius, local govts, are generally hot in a good position to lean against the; 
business cycle since they have difficulty running large or prolonged deficits 
without lowering their credit ratings . Ph Ithe analysis later of fiscal policy, 
however, we do not distinguish between levels of govt. 



